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NORTH DAKOTA LAW REVIEW

and has not done so. 3 5 Were the legislature to specifically deal with the
problems of how an oil and gas lease should be treated, for example with
regard to homestead and taxation, solutions might be affected. This course
would relieve the courts of the burden of formulating and defining the various
rights and duties of parties involved, and at the same time reduce considerably the possibility of litigation in this area.
GERRY GLASER

TAXATION

-

FEDERAL INCOME TAX -

DOES

BREEDING HERD PRODUCE CAPITAL GAIN? -

THE SALE OF CULLS FROM

A

It was the practice of the plaintiff,

a raiser of purebred Guernsey cattle for breeding purposes, to cull as rapidly

as possible from his herd those animals which did not measure up to its
high standards. In 1946 a number of these culls were sold by the plaintiff.
The proceeds from the sale of the animals held over six months were Teported
as a capital gain. The Collector of Internal Revenue contended that capital
gains treatment could be applied only to those animals held over twenty four
months, and notified the plaintiff of the deficiency. Plaintiff paid the deficiency
and sued for a refund. Plaintiff argued that his purpose in raising and purchasing the calves was to introduce them into his breeding herd, and the
sale of animals culled was only incidental to his business. On appeal the court
held, that the animals were held for breeding purposes and therefore were
held for "use in the taxpayer's trade or business" rather than "primarily for
sale", and consequently were subject to capital gains treatment within Section

117 (j) of the Internal Revenue Code. McDONALD
341 (2d Cir. 1954).

V. COLLECTOR OF INTERNAL

REVENUE, 214 F. 2d

The fact that livestock may constitute property held
business, and thus a capital asset, was first recognized
of Internal Revenue in 1944.' However, he qualified
claring that the sale of animals as slaughter or feeder

for use in a trade or
by the Commissioner
this position by decattle culled from a

herd held for draft, dairy or breeding purposes did not constitute a sale of
capital assets. 2 In a bulletin issued in 19453 this position was altered to the

extent that capital gains treatment would be allowed for the sale of culls if
the animals sold exceeded the number of
size of the dairy or breeding herd. In 1948,
United StateS4 held that the receipts from
decrease the size of the dairy herd, could

replacements thus reducing the
however, the case of Albright v.
the sale of cows which did not
receive capital gains treatment,

because they satisfied the statutory definition of a capital asset applicable at
that time Many courts followed this precedent. 5 The result was a substantial
departure from the viewpoint formerly expressed by the Commissioner. In
1951, he conceded that the sale of animals culled from a herd held for draft,
35. In Ulrich v. Amerada Petroleum Corporation, 66 N.W.2d 397 (N.D. 1954) the
court cited the instant case with approval but did not attempt to define the interest any
further.
1. I. T. 3666, 1944-1 Cum. Bull. 270.
2. 56 Star. 846 (1942), 26 U. S. C. J 117 (j) (1946).
3. I. T. 3712, 1945-1 Cu. Bull. 176.
4. 173 F. 2d 339 (8th Cir. 1949). The Court held that the sale of culls from a
dairy herd is only incidental to the raising of the dairy herd and is required for the successful operation and management of the herd.
5. United States v. Bennett, 186 F. 2d. 407 (5th Cir. 1951); Colvert v. United
States, 101 F. Supp. 673 (D. Nebr. 1951); Laflin v. United States, 100 F. Su*p. 353 (D.
Nebr. 1951); Miller v. United States, 98 F. Supp, 948 (D. Nebr. 1951); letz v. Birmingham,

98 F.

Supp. 322

(D.

Iowa 1951).

RECENT CASES
dairy or breeding purposes could receive the benefit of capital gains treatmnent, if the animals had been held substantially for their full period of usefulness.6 Later the same year Congress attempted to resolve this entire problem by amending Section 117(j) to include within the definition of capital
assets, "livestock held for draft, dairy or breeding purposes regardless of
aIge."7
In the instant case the government contended that the cattle in question
had not been held for a sufficient period to include them within the stutatory
phrase "held for draft, dairy or breeding purposes," and that they were held
"primarily for sale to customers in the ordinary course of business."
In an effort to find a test to determine when livestock are held for draft,
dairy or breeding purposes" courts have looked to the fulfillment of each
animal's function. For instance, one court decided that in order for cows
to be considered an integral part of a breeding herd they must have reached
an age which would subject them to the the incident of pregnancy.8 Twelve
to fifteen months is considered the earliest age at which a cow can be successfully bred,9 and the gestation period of a cow is nine months.1O A bull
is not considered adequate for breeding purposes until his offspring have
been examined to determine the breeding qualities of the bull.-1
It is always predictable that a certain number of the animals raised or purchased by a producer will be culled from his herd and sold. On this fact the
ernment bases its contention that the animals are held for sale in the ordinary
course of business, until they have reached an age at which their quality
can be determined. Nevertheless, it appears that the viewpoint taken by
the commissioner is inconsistent with the language of Section 117(j) of the
Internal Revenue Code. The statute specifically refers to livestock held for
draft, dairy or breeding purposes regardless of age. It seems to have been
the intention of Congress to reject the approach used by the Commissioner,
12
and to adopt a position consistent with the Albright case.
Whether livestock is held for draft, dairy or breeding purposes depends
upon the facts surrounding the dispute. 1 3 Courts considering the question
have rejected the tests set forth by the Commissioner, and supplied fusts of
their own.1 4 Intent and some positive acts on the part of the raiser tend to
establish whether or not the animals in controversy are held for draft, dairy
or breeding purposes.
For example, where a breeding herd was kept in a
separate pasture transferring the animals into that pasture constituted an
introduction into the breeding herd." However, registration of breeding cattle
with the Aberdeen Angus Association was held not sufficient to show that the
.nimals were part of a breeding herd.-7
6. Mim. 6660, 1951-2 Cur. Bull. 60.
7. Int. Rev. Code 1117 (i). The Act also extended the holding period 'or )ivestock

acquired after 1951 to twelve months.
8. Laflin v. United States, supra note 5.

9. Fox v. CIR, 198 F. 2d. 719 (4th Cir 1952).
10.
11.

Laflin v. United States, supra note 5.
Fox v. CIR, supra note 9.

12.

Sen. Rep. No. 781, 82nd Cong., 1st Sess.

(1951).

13. U.S. Treas. Reg. 118 §39.117 (j) (2) (1953); O'neil v. United States, 211 F. 2d
701 (9th Cir. 1954); Mitchell v. United States, 96 F. Supp. 473 (N.D. Cal. 1951).
14. Miller v. United States, Sitpra note 5, Laflin v. United States, Supra note 5.
15. Pfister v. United States, 102 F. Supp. 640 (D. S. Dak. 1952).
16. Ibid.
17. Fox v. United States, supra note 5.
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The sale of breeding animals as capital assets should be permitted only
if required by good business management in attenipting to salvage something
from an animal no longer capable of being used as an instrument of production. It seems somewhat anamolous to allow the sale of culls as capital
assets when it appears that they have never become an instrument of production as part of the herd. From the holding of the instant case it appears
that a cattle producer could speculate in the market for breeding or dairy
cattle, which are subject to fluctuating prices, and still classify such profits
as capital gains. Also apparent is the opportunity for the producer to overlook obvious defects which would render the animal unsuitable for breeding
purposes until after the animal has been held long enough to clearly qualify
as a capital asset under Section 117(j).
CHARLES A.

FEsTE.

